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Abstract 
 
In the open economy, exchange rate policy and monetary policy are two 
important policy instruments to achieve the internal and external economic 
balance of one country. Mundell-Fleming Model demonstrates that exchange rate 
policy can affect the effectiveness of monetary policy directly or indirectly. 
Therefore, in the open economy, one country should reasonably arrange 
exchange rate policy and monetary policy, to seek for a reasonable mechanism to 
achieve economic objectives. 
Since 1994, conflicts between China’s exchange rate policy and monetary 
policy have occurred for four times. Mainly, the conflicts appear as the 
inconsistency of performing loose or tight monetary and keeping RMB exchange 
rate at a stable level. Since the end of 2003, RMB has been confronting a severe 
pressure of appreciation, many people home and overseas appeal China to retreat 
from the in-fact pegging exchange rate system. Meanwhile, the price index tends 
to go high. Under such double pressures, China’s monetary policy is in a 
dilemma. In maintaining current RMB exchange rate system and keeping RMB 
at a stable level, China’s monetary policy is restricted; the conflicts between 
RMB exchange rate policy and China’s monetary policy become more and more 
severe once again. In this situation, it’s essential and important to have a 
complete study on China’s current exchange rate policy and practices, and to 
analyze its role in China’s monetary policy, to seek to get the conclusion whether 
China should reform current exchange rate policy and how to promote the 
positive effects of exchange rate policy to China’s monetary policy. That’s why 
this dissertation is written. 
This dissertation studies the mix of exchange rate policy and monetary 
policy both theoretically and empirically. The study results demonstrate that 
China’s current exchange rate policy restricts the effectiveness of monetary 
policy. It’s essential to readjust the exchange rate level according to the demand 













and supply in the foreign exchange market, China should conform to its basic 
economic situation to reform current pegging exchange rate system gradually. In 
choosing the policy objectives, it’s pivotal to maintain the independence of 
domestic monetary policy; in no situation we should make monetary policy as 
the subordinate or even victim of exchange rate policy. At present, China still 
maintains strict capital control. Therefore, in order to solve the conflicts between 
RMB exchange rate policy and monetary policy, to improve the effectiveness of 
monetary policy, the fundamental way is to promote the further opening of 
China’s foreign exchange market, and ultimately make RMB float with 
macro-supervision. For such a purpose, we should bring exchange rate policy 
into the framework of monetary policy, steadily promote the market-oriented 
reform of exchange rate and interest rate, and strengthen the supervision of 
foreign exchange, capital control and international monetary cooperation, choose 
present good economic opportunity to widen the floating range of RMB 
exchange rate, gradually retreat from current pegging exchange rate system, 
seeking to make RMB exchange rate policy an useful assistant to China’s 
monetary policy. 
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